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EXPOSURE DRAFT
PROPOSED STATEMENT ON
AUDITING STANDARDS
THE AUDITOR'S CONSIDERATION
OF UNCERTAINTIES

NOVEMBER 8, 1985

Prepared by the AICPA Auditing Standards Board
For comment from persons interested in auditing and reporting

Comments should be received by February 7, 1986, and addressed to
AICPA Auditing Standards Division, File 2360
1211 Avenue o f the Americas, New York, N.Y. 10036-8775

G00314

SUMMARY
If adopted, this proposed Statement would supersede Statement on Auditing Standards No. 2, Reports
on Audited Financial Statements, paragraphs 21 through 26. It provides additional guidance to assist the
auditor in deciding whether to modify ("subject to") his report because of a matter involving an uncertainty. This reporting guidance follows the framework of FASB Statement No. 5, Accounting for
Contingencies, which discusses contingencies in terms of the probable, reasonably possible, and remote
likelihood of their occurrence. Guidance regarding procedures for auditing uncertainties is also
provided.
More specifically, the proposed Statement provides guidance on how the auditor reports depending
on the likelihood of the occurrence of a material loss due to the uncertainty and states—
• If the likelihood of material loss is probable, but management is unable to reasonably estimate the
loss, the auditor should modify his report because of an uncertainty.
• If the likelihood of material loss is remote, the auditor would not modify his report.
• If there is a reasonably possible likelihood of a material loss, the auditor considers the significance of
the matter in deciding whether to modify his report. The significance of the matter to users can be
related to the amounts of reasonably possible loss, the likelihood of occurrence of a material loss, and
the imminence of the expected resolution of the matter.
The proposed Statement also discusses the difference between a report modified because of an uncertainty ("subject to") and one modified because of a scope limitation ("except for"). An uncertainty modification is appropriate when there exists a matter involving an uncertainty that is expected to be resolved
at a future date, at which time sufficient evidential matter concerning the outcome is expected to
become available. A report is modified because of a scope limitation when the auditor is unable to perform the procedures he believes necessary because management has not provided the auditor with
information that is or was available.
Appendices to the proposed Statement provide—
• Examples of procedures the auditor may want to consider for obtaining or corroborating information
about matters involving uncertainties.
• Guidance concerning evaluating the adequacy of disclosure of matters involving an uncertainty.

This exposure draft has been sent to
• practice offices of CPA firms
• members of AICPA Council and technical committees
• state society and chapter presidents, directors, and
committee chairmen
• organizations concerned with regulatory, supervisory, or
other public disclosure of financial activities
• persons who have requested copies
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American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York, NY 10036-8775 (212) 575-6200

November 8,1985
Accompanying this letter is an exposure draft of a proposed Statement on Auditing Standards entitled The Auditor's Consideration of Uncertainties. A summary of the proposed SAS also accompanies this letter.
Comments or suggestions on any aspects of this exposure draft will be appreciated. The AICPA Auditing Standards Board's consideration of responses will be helped if the comments refer to specific paragraphs and include
supporting reasons for each suggestion or comment.,
In developing guidance, the Auditing Standards Board considers the relationship between the cost imposed and
the benefits reasonably expected to be derived from audits. It also considers differences that the auditor may
encounter in the audit of the financial statements of small businesses and, when appropriate, makes special
provisions to meet those needs. Thus, the board would particularly appreciate comments on. those matters.
Written comments on the exposure draft will become part of the public record of the Auditing Standards Division and will be available for public inspection at the offices of the AICPA after March 7, 1986, for one year.
Responses should be sent to the Auditing Standards Division, File 2560, in time to be received by February 7,
1986. For convenience in responding, a postpaid mailer is attached to this exposure draft.
Sincerely,

David Landsittel
Chairman
Auditing Standards Board

Dan M.Guy
Vice President, Auditing

PROPOSED STATEMENT ON AUDITING STANDARDS
THE AUDITOR'S CONSIDERATION OF UNCERTAINTIES
(Supersedes SAS No. 2, Reports on Audited
Financial Statements, paragraphs 21 through 26)1

1. This Statement provides guidance on the auditor's considerations
when there exists a matter involving
future events, the occurrence or outcome of which is uncertain and the
auditor's considerations in deciding
w h e t h e r h i s r e p o r t is a f f e c t e d
b e c a u s e of a m a t t e r involving an
uncertainty. Such matters include,
but are not limited to, contingencies
covered by FASB Statement No. 5,
Accounting for Contingencies.
This
Statement also provides guidance on
the distinction b e t w e e n situations
involving uncertainties for which a
report modification because of the
uncertainty is appropriate and those
for which a qualification because of a
scope limitation or a departure from
generally accepted accounting principles is appropriate. 2

CONSIDERATION OF GENERALLY
ACCEPTED ACCOUNTING
PRINCIPLES
2. FASB Statement No. 5, paragraph 1, defines loss contingencies.
However, the auditor's concern
regarding contingencies and other
matters involving uncertainty is not
limited to those involving potential
loss. 3 FASB Statement No. 5 also provides guidance regarding disclosure
of loss contingencies.
1

2

3

This Statement also withdraws the auditing
interpretations entitled "Reporting on Loss
Contingencies" dated January 1976 (AICPA,
Professional Standards, vol. 1, AU sec.
9509.11-.14) and "The Materiality of Uncertainties" dated October 1979 (AU sec.
9509.25-.28).
The Auditing Standards Board believes that
the explanation of the uncertainties and the
qualification of the auditor's opinion contemplated by this Statement should serve adequately to inform the users of the financial
statements. Nothing in this Statement, however, is intended to preclude an auditor from
declining to express an opinion in cases
involving uncertainties. If he disclaims an
opinion, the uncertainties and their possible
effects on the financial statements should be
disclosed in an appropriate manner, and the
auditor's report should give all the substantive reasons for his disclaimer of opinion (see
SAS No. 2, Reports on Audited Financial
Statements, paragraph 45).
FASB Statement No. 5 also defines gain con-

Consideration
Estimates

of

Management's

3. In preparing financial statements, management estimates the
outcome of certain future events. For
example, estimates customarily are
made about the useful lives of depreciable assets, t h e collectability of
accounts receivable, the realizable
value of inventory items, and the
amount of liability for product warranty. FASB Statement No. 5, paragraphs 23 and 25, discusses situations
in which the inability to make a reasonable estimate may raise questions
about t h e a p p r o p r i a t e n e s s of t h e
accounting principles used. If the
auditor believes that the financial
statements are not in conformity with
generally accepted accounting principles, he should express a qualified
or adverse opinion because of the
departure (see SAS No. 2, Reports on
Audited Financial Statements, paragraph 15).
4. Usually the auditor is able to
satisfy himself regarding the reasonableness of management's estimate of
the effects of future events by considering various types of evidential matter, including the historical
experience of the entity and the relevance of the evidence. 4 If the auditor
believes that management's estimate
is unreasonable based on the evidential matter and that the effects on the
financial statements cause them to be
materially misstated, he should
express a qualified or an adverse
opinion because of a departure from
generally accepted accounting principles (see SAS No. 47, Audit Risk
and Materiality
in Conducting
an
Audit, paragraphs 29 and 31).

4

tingencies, and paragraph 17 of that statement p r e s c r i b e s t h e accounting and
disclosure requirements for gain contingencies. The auditor should refer to the guidance in this Statement if there are departures
from generally accepted accounting principles related to gain contingencies.
Appendix A to this Statement provides illustrative guidance concerning the procedures
an auditor may consider performing related
to contingencies or other matters involving
uncertainty.

5

5. If the auditor believes that (a)
accounting principles applied with
respect to an uncertainty are inappropriate or (b) management's estim a t e is u n r e a s o n a b l e , a r e p o r t
modification because of an uncertainty should not be considered a
s u b s t i t u t e for modification of t h e
auditor's report because of the depart u r e from g e n e r a l l y a c c e p t e d
accounting principles.
Inadequate

Disclosure

6. If the auditor concludes that
a matter involving an uncertainty is
not adequately disclosed in the financial statements, he should qualify his
opinion or express an adverse opinion because of a departure from generally a c c e p t e d a c c o u n t i n g p r i n ciples 5 (see SAS No. 2, paragraph 17).
SCOPE LIMITATION RELATED TO A
MATTER INVOLVING AN
UNCERTAINTY
7. If the auditor has not obtained
sufficient evidential matter to support management's assertions about
the nature of a matter involving an
uncertainty and its presentation or
d i s c l o s u r e in t h e financial s t a t e ments, h e should consider the need
to express a qualified opinion or disclaim an opinion because of a scope
limitation. In making that consideration and in deciding whether the situation is an appropriate candidate for
a possible report modification
because of an uncertainty (see paragraphs 9 through 11 below), distinctions between a scope limitation and
an uncertainty should be noted.
8. A matter involving an uncertainty is expected to be resolved at a
future date, at which time sufficient
evidential matter concerning the outcome is expected to become available. The auditor should recognize
that although sufficient evidential
5

Appendix B to this Statement provides guidance regarding disclosure of uncertainties in
the financial statements.

6
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matter concerning the outcome of a
matter involving an uncertainty cannot be expected to exist at the time of
the examination (because the outcome, and therefore the evidence, is
prospective), it is management's
responsibility when preparing financial statements in conformity with
generally accepted accounting principles to analyze relevant existing
conditions and their impact on the
financial statements. An examination
performed in accordance with generally accepted auditing standards
requires an assessment of management's analysis and consideration of
whether the evidential matter is sufficient to support management's analysis. A qualification or disclaimer of
opinion because of a scope limitation
is appropriate when sufficient evidential matter does or did exist but
was not available to the auditor for
reasons such as management's record
retention policies or a restriction
imposed by management.

DECIDING WHETHER TO MODIFY
THE REPORT BECAUSE OF A
MATTER INVOLVING AN
UNCERTAINTY6
Remote Likelihood of
Loss

Material

9. If management believes and
the auditor is satisfied that there is
only a remote likelihood of a material
loss resulting from resolution of a
matter involving an uncertainty, no
disclosure in the financial statements
is required by FASB Statement No.
5, and the auditor would not modify
his report because of the matter.
Probable Chance of
Loss

Material

10. If management believes and
the auditor is satisfied that it is probable that a material loss will occur, but
management is unable to make a reasonable estimate of the amount or
range of potential loss and thus has
6

The guidance given in paragraphs 9 through
11 is described in relation to the probability
categories for contingencies established by
FASB Statement No. 5. However, the guidance is not limited to such contingencies,
and it should also be applied to uncertainties
not covered by FASB Statement No. 5.
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not made an accrual in the financial
statements, the auditor should modify his report because of the matter
involving an uncertainty.7 In some
cases management may, in accordance with generally accepted
accounting principles, accrue a portion of a potential loss. In such circumstances the auditor should
decide whether to modify his report
by applying the considerations
described in paragraph 11 with
respect to the unrecorded amount of
the potential loss.
Reasonable Possibility of
Material Loss

11. If management believes, and
the auditor is satisfied that the chance
of a material loss resulting from resolution of a matter involving an uncertainty is more than remote but less
than probable, the auditor should
consider the significance of the matter in deciding whether to modify his
report. The significance of the matter
to users can be related to the amounts
of reasonably possible loss, the likelihood of occurrence of a material loss,
and the imminence of the expected
resolution of the matter. Therefore,
factors to be considered by the auditor include—
• The magnitude by which the
amount of reasonably possible loss
exceeds the auditor's judgment
about materiality.
• The likelihood of occurrence of a
material loss (for example, whether
that likelihood is closer to remote
or to probable):
• The imminence of the expected
resolution (for example, whether
resolution of the matter is expected
in the near future or not for several
years).
In summary, the auditor is more
likely to modify his report as the
amounts of reasonably possible loss
become larger, as the likelihood of
o c c u r r e n c e of a m a t e r i a l loss
increases, and as the expected resolution of the matter becomes more
imminent.
7

However, the auditor should consider
whether the inability to make an estimate
raises questions about the appropriateness of
accounting principles used (see paragraph
4).

FURTHER MATERIALITY
CONSIDERATIONS

12. The auditor's consideration of
materiality is a matter of professional
judgment and is influenced by his
perception of the needs of a reasonable person who will rely on the
financial statements. Materiality
judgments involving uncertainties
are made in light of the surrounding
circumstances. Some uncertainties
relate primarily to financial position,
while others more closely relate to
results of operations. Thus, the auditor should consider which, if either,
of the financial statements is more
appropriate in the circumstances for
purposes of relating the possible loss
to materiality (see SAS No. 47, paragraph 27).
13. Some u n c e r t a i n t i e s are
unusual in nature or infrequent in
occurrence and thus more closely
related to financial position than to
normal, recurring operations. Examples include the recoverability of
start-up costs and litigation relating
to alleged violations of antitrust or
securities laws. In such instances the
auditor should consider the possible
loss in relation to shareholders'
equity and also other relevant balance sheet components such as total
assets, total liabilities, current assets,
or current liabilities.
14. In other instances the nature
of an uncertainty may be more
closely related to normal, recurring
operations, for example, litigation
with a party to a royalty agreement
concerning whether a royalty fee
should be paid on certain revenues or
revenues of certain public utilities
collected subject to refund. In such
circumstances it is appropriate to
consider the possible loss in relation
to the income statement,
UNCERTAINTY ABOUT AN
ENTITY'S ABILITY TO CONTINUE
IN EXISTENCE

15. Some matters involve a specific uncertainty whose possible
effects on the financial statements
can be isolated and therefore readily
understood. Examples are the recoverability of a deferred cost or the like-

EXPOSURE
lihood that a material amount will
become recoverable or will become
payable because of income tax adjustments or litigation. Other matters
involve multiple uncertainties or
uncertainties whose possible effects
are complex and whose impact on the
financial statements is difficult for a
user to assess. Examples of conditions indicating the existence of
uncertainties of the latter kind are
recurring operating losses, serious
deficiencies in working capital, an
inability to obtain financing sufficient
for continued business operations,
and failure to comply with the terms
of loan agreements. In some situations an adverse outcome of matters
in either category could imperil the
continued existence of the entity.
16. SAS No. 34, The Auditors
Considerations When a Question
Arises About an Entity's Continued

DRAFT

Existence, paragraph 11, lists factors
that might cause an auditor to conclude that "a substantial doubt
remains" about an entity's ability to
continue in existence. SAS No. 34
states that in such a case the auditor
"should consider the recoverability
and classification of recorded asset
amounts, and the amounts and classification of liabilities, in light of that
doubt. Identifying the point at which
uncertainties about recoverability,
classification, and amounts require
the auditor to modify his report is a
complex professional judgment." The
auditor's concern does not run to the
uncertainty about the entity's ability
to continue in existence per se, but to
the uncertainty about the potential
effect of an inability to continue in
existence on recoverability, classification, and amounts of assets and liabilities. The considerations of
amount, likelihood, and imminence

7
discussed in paragraph 11 are applicable.
REPORT LANGUAGE

17.. Unless circumstances such as
those described in paragraphs 10 and
11 exist, the auditor should not modify his opinion because of an uncertainty but should consider other
reporting considerations described
in paragraphs 3 through 8. When the
auditor decides to modify his report
because of an uncertainty, he should
refer to SAS No. 2, paragraph 39.8
18. This Statement is effective
for reports on financial statements for
periods beginning after
8

The Auditing Standards Board is continuing
to consider whether the language used to
describe a report modification because of an
uncertainty can be improved.

APPENDIX A
ILLUSTRATIVE AUDITING PROCEDURES FOR OBTAINING OR CORROBORATING
INFORMATION ABOUT MATTERS INVOLVING UNCERTAINTIES
Below are examples of procedures
the auditor may want to consider for
obtaining or corroborating information about matters involving uncertainties. These p r o c e d u r e s are
presented for illustrative purposes
only. T h e p r o c e d u r e s to b e performed in a particular examination
are based on the auditor's judgment
after c o n s i d e r i n g all t h e c i r c u m stances.
a. D i s c u s s i o n s w i t h a p p r o p r i a t e
management personnel, including those having responsibility for
administration, finance, operations, and accounting activities
pertinent to the situation
b. Obtaining knowledge of, and considering, the nature of the entity's
business and operating characteristics, the industry in which it
operates, general economic conditions, and government regulations that bear on the situation
c. Review of correspondence that
might give information about the
background, current status,
future prospects, or amount of
potential loss, such as —
• C o n t r a c t s or a g r e e m e n t s
between the entity and other
parties involved in the situation

• Tax e x a m i n e r ' s r e p o r t or a
notice of assessment
• Correspondence between the
entity and its legal counsel
• M i n u t e s of m e e t i n g s of t h e
Board of Directors describing
the situation or containing resolutions of the board concerning
i n t e n d e d actions for dealing
with the situation
d. Review of accounting records or
financial statements relating to
assets that may b e impaired or liabilities that may be incurred
e. Confirmation with outside parties, such as confirmation of—
• Details with the other party to
an agreement that creates an
unconditional purchase obligation that includes variable components, as described in FASB
Statement No. 47
• Details pertaining to methods
and assumptions about loss estimates from specialists
T h e following S t a t e m e n t s on
A u d i t i n g S t a n d a r d s also d e s c r i b e
other procedures applicable to matters involving uncertainties:
• SAS No. 12, Inquiry of a Client's
Lawyer Concerning
Litigation,
Claims and Assessments,
paragraphs 5 t h r o u g h 10, describes

auditing procedures for obtaining
evidential matter relevant to the
events or conditions related to litigation, claims, and assessments.
• SAS No. 19, Client
Representations, paragraph 4, describes written representations that the
auditor obtains from management
regarding, among other things,
plans or intentions that may affect
the carrying value or classification
of assets or liabilities, other liabilities and gain or loss contingencies
required to be accrued or disclosed
by FASB Statement No. 5, and
unasserted claims or assessments.
• SAS No. 34, The Auditor's Considerations When a Question Arises
About an Entity's Continued Existence, paragraph 11, states that the
a u d i t o r m a k e s any s u b s t a n t i v e
tests h e considers necessary and
practicable to assess contrary information, mitigating factors, and
management plans. Paragraphs 7
through 9 describe considerations
and procedures that are applicable
to the information, factors, and
plans; and state that the considerations are based on knowledge of
t h e entity, its business and its
m a n a g e m e n t , and of conditions
u n d e r l y i n g the c o n t r a r y information.

APPENDIX B
ILLUSTRATIVE GUIDANCE CONCERNING EVALUATING THE ADEQUACY OF DISCLOSURE OF
MATTERS INVOLVING AN UNCERTAINTY
T h e third standard of reporting
states that "informative disclosures in
the financial statements are to b e
r e g a r d e d as reasonably a d e q u a t e
u n l e s s o t h e r w i s e s t a t e d in t h e
report." SAS No. 5, The Meaning of
"Present Fairly in Conformity
With
Generally
Accepted
Accounting
Principles" in the Independent
Auditor's Report, paragraph 4, states that
the auditor's j u d g m e n t about fair presentation in conformity with generally accepted accounting principles
includes a j u d g m e n t about whether
"the financial statements, including
the related notes, are informative of
matters that may affect their use,
understanding, and interpretation."
SAS No. 32, Adequacy of Disclosure
in Financial Statements,
paragraph
2, states —
The presentation of financial statements in conformity with generally
accepted accounting principles
includes adequate disclosure of material matters. These matters relate to
form, arrangement, and content of the
financial s t a t e m e n t s and t h e i r
appended notes, including, for example, . . . the amount of detail given. . . .
An independent auditor considers
whether a particular matter should be
disclosed in light of the circumstances
and facts of which he is aware at the
time.
O t h e r S t a t e m e n t s on A u d i t i n g
Standards give more specific guidance on the auditor's considerations
regarding the adequacy of disclosure
in particular circumstances involving
uncertainties. For example, SAS No.
34, The Auditor's
Considerations
When a Question Arises About an
Entity's Continued Existence, paragraph 10, s t a t e s —
The auditor should consider the need
for, and the adequacy of, disclosure of
the principal conditions that raise a
question about an entity's ability to
continue in existence, the possible
effects of such conditions, and management's evaluation of the significance of
those conditions and any mitigating
factors.
The paragraph also gives guidance
c o n c e r n i n g disclosure of plans of
m a n a g e m e n t in c e r t a i n c i r c u m -

stances. O t h e r sections of SAS No. 34
list types of information the auditor
may consider in dealing with a question that has arisen about an entity's
ability to continue in existence.
To obtain satisfaction about the
adequacy of disclosure of a matter
involving an uncertainty, the auditor
should obtain an understanding of
the nature of the situation and of the
amounts involved. In developing an
understanding of the nature of the
situation, information such as the following may be considered:
a. Identification of the existing condition, situation, or set of circumstances that indicate a contingency or uncertainty exists:
• An asserted claim or alleged
cause of action underlying a
lawsuit, with identification of
the type of claim or action, such
as a claim for taxes, alleged patent infringement, or alleged
violation of antitrust laws or
other government regulations
• C o n d i t i o n s t h a t c r e a t e an
uncertainty about an entity's
ability to continue in existence,
such as contrary factors and
underlying conditions, as discussed in SAS No. 34
• An obligation that creates a
contingency, for e x a m p l e , a
guarantee of another's debt
b. Identity of the parties or entities
involved in the situation:
• The plaintiff or defendant in a
lawsuit, such as whether it is a
class of c o n s u m e r s , s e v e r a l
companies in a particular industry, certain corporate officials,
certain subsidiaries, a n o t h e r
business entity, or a government regulatory agency
• The party to whom the entity is
contingently liable, such as the
IRS, or banks holding guaranteed debt or receivables sold
with recourse
c. Information about when the condition or situation' creating the
c o n t i n g e n c y or u n c e r t a i n t y
occurred:
• The dates of significant devel9

opments in litigation and the
period when the alleged cause
of action took place
• T h e tax years that are being
questioned by the IRS
• The term of a long-term obligation
• Periods involved in management plans or projections, as
discussed in SAS No. 34
d. Identification of t h e asset that
may be impaired or the liability
that may be incurred:
• Whether the uncertainty
relates to a specific asset or a
class of assets, or whether the
u n c e r t a i n t y is p e r v a s i v e to
most i t e m s in t h e
financial
statements
• Liability for payment of additional taxes, interest, a fine or
damages, or for costs to comply
with a government regulation
e. Identification of the future events
that will resolve the uncertainty,
including, if known, when resolution is likely to occur:

f.

• A final decision by a court of law
or a government agency
• Success or failure in disposing
of an asset, marketing a product, or obtaining financing
• Maturity of debt that is being
guaranteed
Determination of the current status of the situation:
• The stage of progress of a lawsuit or a tax audit
• M a n a g e m e n t ' s p r o g r e s s in
negotiating a debt restructure
or sale of certain assets
• Management's or legal counsel's assessment of the probability of a favorable or unfavorable
outcome of the situation

In developing an understanding of
amounts related to situations involving uncertainties, the auditor determines whether or not the financial
statements include an accrual for the
matter. W h e n the financial statements include an accrual, the auditor
should consider whether the criteria
in FASB Statement No. 5 for the

10
accrual of a contingency have been
met. He also should consider the
basis for the method of estimating the
a c c r u a l , i n c l u d i n g significant
assumptions used, and if the estimate
is based on the entity's or other entities' experience, whether that experience is relevant. Consideration
should also be given to the classification of the accrual in the financial
statements, including the current/
noncurrent portion, and terminology
used in the financial statements to
describe the item. If an accrual has

EXPOSURE
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not been made, the auditor should
consider the reason, for instance,
whether a reasonable estimate of the
amount or range of potential loss
could not be made or whether the
probability of loss did not meet the
criteria for accrual in FASB Statement No. 5. The auditor may also
consider whether a statement is
required in the financial statements
to the effect that a reasonable estimate could not be made. Examples of
other information the auditor may
consider include the following:

• The estimated amount or range of
potential loss
• The recorded amount of the assets
at risk
• The amount of damage claimed,
tax assessments made, or debt that
is guaranteed
• The amount of possible recoveries
on guaranteed debt or receivables
sold with recourse or possible salvage value or proceeds that could
be realized on the disposal of assets

